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Tax System 


Russet C. HARRINGTON 


Certified Public Accountant, Washington, D.C., and 
President, Tax Institute, Incorporated 
Formerly Commissioner of Internal Revenue 


PART Il. TAXATION OF CORPORATE INCOME' 


Tax ACCOUNTING 


OnE PRACTICING certified public accountant, one university professor of 
accounting, and three attorneys were on the panel which considered accounting 
provisions. 

One of the panelists pointed out that Subchapter E of the Code entitled 
“Accounting Periods and Methods of Accounting” supplies general rules for 
determining “when” and “how” income must be accounted for. He said that 
the basic problem resulted from the failure to correlate accounting principles 
used in taxation with general accounting principles introduced in business. He 
said that Congress is now faced with a choice of whether or not it could 
develop by legislation detailed accounting provisions to dispose of matters 
essentially administrative in nature, or whether it should impose upon tax 
administrators a greater degree of responsibility for dealing with accounting 
problems within the framework of our varied economy and could urge upon 
the accounting profession a sense of dedication to the task of so dealing with 
these problems. He preferred the latter course. 

Another panelist contended that the basic principles of Sections 452 and 
162, which were abolished retroactively because of the large revenue loss in- 
volved, were sound in the light of commercial accounting practices. Since 1954 
various Appeals Courts have moved in the direction of conforming rules of 
tax accounting to commercial practice, but the Tax Court and the Internal 
Revenue Service have persisted in allowing neither prepaid income to be de- 
ferred, nor future expenses to be deducted. He thought that it is in the interest 
of the Treasury and of taxpavers to have legislation on this matter. It may be 
desirable to legislate the strict rule now followed by the Internal Revenue 
Service, but Congress may prefer to legislate in line with the rules of commer- 
cial accounting. He thought that if Congress should choose the latter course 
the statute should permit deferment of prepaid income, but should be limited 
with respect to the deductions allowed for estimated future expenses. Statutory 


1PART I. TAXATION OF NONCORPORATE INCOME was published in the 
July-August issue of Tax Policy 
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deductions should be allowed only for future expenses associated with liabilities 
to customers. Deductions with respect to other types of estimated future ex- 
penses should be dealt with administratively. He mentioned the revenue losses 
arising from transitional adjustments and said that these should be eliminated. 

Another panelist would return to Sections 452 and 462 and adopt new 
transitional rules. He said the objectives should be to tax receipts only when 
they actually constitute income and to allow deductions for legitimate business 
expenses. Without legislation, administrators concerned with the possible effect 
on revenues may frustrate healthy evolutionary changes in accounting methods 
by imposing their own judgment upon that of the taxpayer. He would solve 
the transition problem by stretching out its revenue effect over a 10-year period 
rather than by permitting the entire impact to take place in one year. 

Another panelist suggested that taxable income be defined in terms of busi- 
ness income, determined by generally accepted principles of accounting, and 
that the statutory departures from these principles be reflected as specific 
additions to, or subtractions from, business income. 

Another panelist discussed the provisions relating to farm accounting. He 
pointed out that most farmers use the cash basis method of accounting. The 
small farmer has no choice because he is unable to maintain the necessary 
records under the accrual method. He said that the cash method farmer has 
three tax advantages over the accrual method farmer. The first is the control of 
the net taxable income by deferring or accelerating the time of paying bills 
and selling the product. The second advantage is that when a cash method 
taxpayer dies, the basis of his property under Section 1014 is stepped up from 
zero to its fair market value, whereas in the case of an accrual method tax- 
payer, the step-up is from a basis higher than zero. He recommended consid- 
eration of legislation to correct this distinction. The third advantage is in con- 
nection with live stock sales receiving capital gains treatment under Section 
1231, even though the full cost of raising the live stock was previously deducted 
by the cash method farmer as an ordinary expense. 

Aside from legislation on Section 1014, he did not believe that a substantial 
broadening of the tax base was possible by legislative action. He suggested, 
however, that the facilities of the Internal Revenue Service be increased in 
rural communities because the educational effects of an audit would result in 
better record keeping in subsequent years. 

Chairman Mills referred to “generally accepted accounting principles” and 
isked whether there really was general acceptance of a body of principles. The 
answer to this was that there is one basic concept, which is that receipts and 
deductions must be related in order to arrive at true income, and that the 
principles are created by businessmen and not by the accounting profession. 
It was stated that these concepts embrace alternative courses of action and vet 
they reach a fairer result than do the strict tax rules. It was also pointed out 


that because the trends and techniques in the accounting profession are in a 
constant state of development, there is no consistent set of rules. 
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The chairman pointed out that some companies capitalize intangible drilling 
costs, while other companies expense them. He asked whether similar diver- 
gencies exist elsewhere. He raised the question as to whether if such divergen- 
cies were the result of “generally accepted accounting principles,” there would 
be a loss of uniformity by adopting them. A panelist said that the differences 
result largely in the matter of timing of receipt of income, and that it is only 
important that the same method be consistently used by a particular taxpayer, 
as this would mean that the proper results would be obtained in the long run. 

Another panelist said that the accounting courses followed were often a 
matter of judgment, but the essential principle is that under certain conditions 
costs should be written off over the useful life of an asset, and under other con- 
ditions they should be written off immediately. 

Mr. Mills observed that the difference between tax and business accounting 
seems to be largely a question of timing of receipts and expenses and that the 
same result is obtained in the long run under both. He asked whether adoption 
of the generally accepted accounting principles would lead to loss of revenue. 
A panelist replied that revenue would be delayed, but said that in many in- 
stances the strict rules now followed imposed taxes earlier than fairness would 
justify, and as a result the government is borrowing money permanently 
without interest. Another panelist agreed that revenue would be reduced, but 
said the issue was whether to tax when cash was received, and to allow a 
deduction when it is expended. Another panelist said the revenue difference 
vould not be great if the new legislation avoids the mistakes as to transition 
made by Sections 452 and 462. 


The chairman pointed out that Sections 452 and 462 attempted to legislate 


generally accepted accounting principles, but that this was unsuccessful. 
panelist commented that the major problem was a transitional one in failing to 
prevent deduction in the first year of the entire backlog of estimated future 
expenses. He referred to the recommendation of the American Institute of Cer- 
tified Public Accountants for a 10-year spreadout. 

Chairman Mills asked whether Lifo in an inflationary period did not result 
in a disadvantage to new businesses by the government in effect partially 
financing the inventories of existing businesses. There was considerable dis- 
cussion on this, which was concluded by one of the panelists pointing out that 
when both types of businesses sell their products, they pay tax on the same 
profit and that, therefore, Lifo is fair. 

One of the panelists listed a number of specific accounting problems which 

felt the committee should think about. These included revolving credit 
sales, commodity sales abroad, vacation pay, mergers of firms using different 
.ccounting systems, deduction of taxes paid on property, and ground rents. 


EROSION OF CORPORATE INCOME TAX BASE 


The corporate income tax base was discussed and one of the panelists 
presented what he called the major eroding features as follows: 
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Exclusion of interest on state and local bonds 
Expense deductions: 

a) Accelerated amortization and depreciation under the 1954 Cod 

b) Percentage depletion 

c) Exploration and development costs 

d) Expense accounts 

e) Contributions and gifts 
Capital gains preferential treatment on timber, livestock, coal royalties, in-oil 
payments, business real and depreciable property, bank losses on bond sales 
Special treatment for particular industries, such as life insurance companies 
mutual savings banks and savings and loan associations, cooperatives, maritim« 
industry, and Western Hemisphere Trade corporations 
[Trafic in loss corporations and limitations on penalty tax on unreasonabl 
accumulation of earnings 


He pointed out that the standards for an equitable tax base are uniformity 
neutrality, and equity and that the principles of accounting applied should 


accord where possible with usual business accounting. 


BusINness DEDUCTIONS 
Depreciation 


Probably no business deduction is more controversial than the deduction for 
depreciation. The Internal Revenue Code merely says, “There shall be allowed 
as a depreciation deduction a reasonable allowance for the exhaustion, wear 
and tear (including a reasonable allowance for obsolescence ).” Thus the entire 
question of the reasonableness of the depreciation deduction rests on the com 
bined judgments of management and revenue agents as to the determination 

f useful lives, obsolescence, and salvage value. 

Admittedly, it is difficult to estimate the useful life of a piece of machinery 
fr equipment considering how fast it is used up in production, how efficient 
the maintenance is, and at what point it will lose its productive value because 
1f obsolescence. It is almost impossible to estimate with any degree of accuracy 
how much the asset will be worth when it is finally discarded. 

The requirement that salvage value be considered in determining useful 
lives has been in the regulations for 30 or more years but was not a very im- 
portant factor to be considered prior to the adoption of the 1954 Code, with 
its accelerated depreciation provisions. Because of these provisions, many 
cases have developed where taxpayers have sold depreciated properties at sub- 
stantial gains which were subject only to the capital gains tax. In these cases, 
the taxpayers were getting a two-way benefit from the liberalized depreciation 
provisions of the 1954 Code. 

There was some discussion as to whether the capital gains treatment should 
be permitted on the sale of depreciable property. One of the panelists made 
the point that, in the main, an operating business is not in the business of 
realizing capital gains. He said that under the usual circumstances an operating 
business attempts to use its assets for their useful lives; when they are disposed 
of as salvage, the disposal realization is relatively negligible, as the cost of dis 
nantling, demolition, and discardation, equals or exceeds the dollars that the 
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company gets from the property that is torn down or discarded. Accordingly, 
he thought that all dispositions of depreciable property should be treated as 
current income and expense items and should not be given capital gains treat- 
ment except in extraordinary situations. 

It seems to me that one of these extraordinary situations might apply in the 
case of office buildings, apartment houses, rental property, and the like, where 
the factor of appreciation of real estate values would have to be given con- 
sideration. 

One of the panelists made a recommendation, which I believe has consid- 
erable merit, that management should be permitted to determine its own rate 
of depreciation write-off. However, he said, and I agree with this also, that 
in such cases the taxpayer would be required to use the same method and 
record the same amount of depreciation on its books of account. This would 
mean that all financial reports to boards of directors, stockholders, bankers, 
and others would reflect this same deduction. He would put up one additional 
safeguard, and that is that he would eliminate the capital gain treatment with 
respect to disposition of assets except to the extent that proceeds exceed 
original cost. 

One of the major benefits that he cited would be the near elimination of 
the present burden of administration and compliance that stems from the prob- 
lem of useful lives. On the question of whether this would lead to excessive 
depreciation deductions by business, a panelist made the comment that ne 
thought that the fears that management would go “hog-wild” if they were 
allowed to do this are greatly exaggerated. He went on to say that manage- 
ment is responsible for property; that some managements have profit-sharing 
and some managements have bonus arrangements, depending on determination 
of profits. He thought that we could assume that management would want to 
make the proper allocation and that our problem is to show them how they can 
do it rather than to worry about whether they will be completely wild and ir- 
responsible, as some seem to think would be the case. Another panelist made 
the comment that within such a framework of considerable latitude, he did 
not think that management and management advisers, including the CPA’s, 
would do a lot of ridiculous things. 

Such a proposal, however, might run into complications with respect to 
companies subject to regulation by various regulatory commissions of both the 
federal and state governments. A panelist made the comment that in such 
cases where the rate structure was an issue, these companies would be very 
careful not to exaggerate their depreciation deductions. 

Some panelists argued against any liberalization of depreciation deductions 
and others argued for liberalization. As to the latter group, several urged the 
replacement cost basis, or what might be called the “purchasing power of the 
dollar” argument. One panelist who argued against any liberalization of de- 
preciation deductions questioned the value of liberalization of depreciation as 
an inducement to invest. He disagreed with the proposition that acceleration 
of depreciation involves merely the postponement of taxes and saves the tax- 
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payer nothing in the end. He pointed out that experienze shows that higher 
initial depreciation charges are not generally matched by lower charges later, 
and that accelerated depreciation in a growing firm will not only raise de- 
preciation charges in the initial period but permanently as a greater proportion 
of the charges are made on new assets. 

Another panelist argued that accelerated depreciation is not particularly fa- 
vorable toward maintaining economic stability. He said that accelerated depre- 
ciation is likely to stimulate increased capital expenditures during the cyclical 
upswing, but to do little to stem the decline in investment in a downswing. From 
the standpoint of economic growth, he believed that accelerated depreciation 
would have a minor positive effect because it is a form of subsidy to tax defer- 
ment, but little effect on the rate of scrappage of capital. From the sts indpoint 
of equity, he thought that owners of investment and capital equipment have 
an advantage that other taxpayers are not afforded, but he believed that the re 
placement cost basis is feasible and there is some justification for it from an 
equity standpoint. 

Another panelist said that the patterns of depreciation permitted by the 
Code are reasonably satisfactory for realistic determination of taxable income, 
and that if a faster write-off is to be justified, it must be on the criterion of 
encouraging economic growth. He pointed out that although accelerated de- 
preciation makes capital costs cheaper and affects the relative profitability of 
investment, the volume of investment may or may not be increased significantly. 
He compared our depreciation provisions with those of other countries and 
found American provisions more stringent, but he favored retaining the present 
provisions. 


Another panelist advocated more liberal tax depreciation to provide the 


proper climate for economic growth. He favored a modified Canadian system 
of the bracket method with class rates. He said that this would result in less 
governmental restrictions on depreciation deductions and would avoid the 
disparity of depreciation rates carried by similar competitors. He pointed out 
that under the present system, the taxpayers never know where they stand 
because the deductions permitted by one revenue agent may be changed later 
by another revenue agent in a subsequent examination. He also did not believe 
that Bulletin F offers a satisfactory solution because it is too rigid and applies 
to particular types of assets in general, whereas the basis for the depreciation 
deduction should be based upon the individual taxpayer's own experience. 

This panelist argued that the present depreciation structure contributes to 
the inflationary spiral because it results in high cost production under obsolete 
conditions. He said that under the same conditions of obsolescence we are 
losing out to foreign producers who have not only lower labor rates but also 
faster write-off of investment. 

The replacement cost basis was strongly advocated by several of the panel- 
ists and the idea evidently had the support of some of the committee members. 
These panelists argued that taxpayers should be permitted to deduct depreci 
ition measured in current dollars by application of an appropriately approved 
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index. One of the panelists pointed out that a statute could be drawn that 
would require all increased allowances on the replacement cost theory to be 
reinvested in productive assets. 

The question of putting the American taxpayer in a more favorable position 
with respect to foreign competition was discussed. One of the panelists felt 
that by liberalizing depreciation, the Congress could make a substantial con- 
tribution toward solving the current problem of foreign competition and that 
this would permit the elimination of obsolete plants in operation today. He also 
thought that liberalized depreciation would be a great help to small business 
because it is under the pressure of mounting costs that can only be reduced 
by modernizing plant and equipment. He felt also that liberalization should 


allow the investor to recover the purchasing power of his originally invested 
dollar. 


It was generally agreed by most of the panelists that consideration of 
liberalized depreciation could not be divorced from consideration of capital 


gains treatment on sale of depreciable property. It was generally agreed that 
there must be some adjustment in that area if depreciation were further 
liberalized. 

One of the panelists presented a rather controversial plan to permit business 
to write off capital costs in the year of acquisition. He said that the beneficial 
effects would be: (1) to allow free play of market factors, (2) to greatly 
simplify tax administration, (3) to encourage investment in lieu of being taxed, 
and (4) to prevent using as business values future depreciation recoveries and 
tax reductions. He admitted that there would be serious objections to his plan, 
but he thought these are overridden by the simplicity of the idea. 

Chairman Mills asked if depreciation liberalization would result in a loss of 
revenue. Some difference of opinion on this was expressed by various members 
of the panel. One felt that the present depreciation restrictions result in loss 
companies and no government revenue. Others held that liberalized deprecia- 
tion would result in temporary tax deferment. Two of the panelists pointed 
out that it would result in permanent tax deferment for growing companies 
and that economic growth cannot be assured by liberalizing depreciation. 
Several panelists felt that any immediate tax loss would be offset by larger 
revenues resulting from economic growth encouraged by larger depreciation 
deductions. One of them pointed out that companies do not buy additional 
labor-saving, cost-reducing, productive equipment unless they can make more 
money with it. If they make more money, they pay more taxes. 

The question of obsolescence was discussed. One panelist thought that this 
is a most important factor because most machinery can be physically repk: aced 
part by part and can continue to operate inde finitely. The question, he said, 
whether or not it is economically obsolete. He thought that in the next ten 
years we will face a great deal more obsolescence because of the research 
and development programs of so many companies. 

The point was made that by modernizing equipment, we can stave off the 
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threat of foreign competition, by enabling our industries to compete with the 
other countries, and if by modernization we can continually increase produc- 
tivity, we shall have achieved a great deal. 

The question was raised as to whether we were making any progress in our 
economic growth as reflected by the ratio of new investment in plant and 
equipment to overall gross national product. The point was made by one of the 
panelists that he thought we were keeping pace with our own historical per- 
formance, but that we are being outpaced by other industrial countries that 
generate more capital than we do in relation to their gross national product. 

One panelist made the comment that the two sore spots in our economy, 
namely, foreign competition and the difficulties besetting small companies, can 
be considerably eased if a realistic depreciation policy is adopted. Such a pol- 
icy should allow the investor to recover the purchasing power of his originally 
invested dollar. This could be done by means of a cost or price index which 
would revalue capital equipment on an annual basis. Such an index would 


take cognizance of the inflation as well as deflation and would allow a company 


to write off the true cost of capital consumption. These funds would then be 
available for replacement and modernization, which in turn would permit 
more efficient operations through higher productivity. 


Percentage Depletion and Exploration and Development Costs 


This panel was made up of representatives of the natural resources indus- 
tries and professors of economics and law in some of our important universities. 

One whole day was devoted to this panel discussion and considerable differ- 
ences of opinion were expressed. The representatives of the natural resources 
industries argued for continuation of the present rates of depletion, mentioning 
the high risk, large capital requirements and national security interests. Some 
of them argued for more liberal treatment of exploration costs, pointing out 
that many of these costs are not currently deductible, but should be made so. 
On the other hand, two of the university professors argued for elimination of 
the present depletion allowances as discriminatory; and said that they cause 
misallocation of resources; interfere with free markets; and distort tax results. 
One professor, however, took a more moderate view, taking the position that 
the depletion provisions are not unduly preferential, and pleading for more 
objective studies before the tax provisions are modified. He suggested that the 
study should cover the tax benefits the industry now gets, the uses it makes of 
the benefits, and the possible effects on the industry of tax changes. 

Two professors stated flatly that depletion allowances should be eliminated 
as they are not necessary to compensate for the risks undertaken by mineral 
producers and that they constitute one of the many tax avoidance devices and 
were not justified at this time. One of them commented that this process of 
granting preferential tax treatment is not attributable to social wisdom by 
Congress so much as due to pressure from all sorts of private groups who desire 
to reduce their taxes, and come up with marvelously ingenious sets of rational- 
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izations as to why this ought to be done. He said he was concerned about the 
steady process of granting tax concessions in an effort to solve a lot of practi- 
cal problems instead of trying to solve them on some other basis. 

A committee member reminded him that this is true throughout the entire 
tax structure where special provisions are made for certain groups and situa- 
tions. 

An industry representative pointed out that whenever this subject is studied 
objectively by Congress or by other agencies, such as the President's Materials 
Policy Commission that was appointed a number of years ago, the conclusion 
is always reached that minerals and energy are extremely important to the 
progress and welfare of this country and, therefore, that government action 
to encourage investment in the mineral industries is in the public interest. 
One industry representative favored the continuance of percentage depletion 
deduction on foreign production. He felt that we need to develop foreign re- 
serves and production as it is in the vital interest of the security of the United 
States that as much foreign oil as possible be developed, if not by American 
companies, by people that are friendly to Americans. He felt also that if deple- 
tion of foreign production were reduced, there would probably be a revenue 
loss to the United States, rather than a gain. 

Chairman Mills said that from the very beginning the theory back of this 
special allowance was that we were dealing with a wasting asset, and that 
there was need for stimulation of further discovery, exploration, and develop- 
ment for purposes of our own growth or defense. He said that this is the argu- 
ment that is still made today in justification for the theory of the depletion 
allowance. He asked whether the panel would agree that the depletion allow- 
ance is now working as it was initially intended to work, and also whether its 
continuance is justified for these reasons. A professor did not think that the 
panel was in a position to answer such a question because of lack of sufficient 
factual information on the benefits and the relative costs. The university pro- 
fessors appeared to be in agreement that there is need for study of the point of 
whether or not depletion allowance, as we now have it, is serving the purpose 
for which it was originally intended. 

One professor stated that it seemed to him that neither its wasting character, 
nor its having private value, justified depletion. The justification for a collective 
public body such as Congress providing such a special provision is that there is 
a value to society of this resource that exceeds that to the individual owner, 
and that there is need for more of this particular resource than the market 
alone will produce. 

Chairman Mills asked at what point in the extractive process the depletion 
allowance would apply. He pointed out that in the course of years, items 
have been included within this section on depletion wherein Congress has been 
told that a depletion allowance at the mine or with respect to the initial asset 
does not provide any tax reduction whatsoever; that we must wait until some 
of these so-called processing steps have been taken with respect to it in order 
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for us to establish first value. He wanted to know whether by doing this 
Congress is not actually going beyond the concept of depletion justification. 

It was pointed out that since the percentage depletion provisions are tied 
into gross income and to net income, those figures of gross income and net 
income have to be determined at the point where the mineral does acquire 
what might be called value for market purposes. One of the industry represent- 
atives did not think it possible to make one general rule to determine the 
proper cut-off for all minerals. The proper cut-off for determining the allow- 
ance in one industry is not necessarily proper in another. Chairman Mills 
made'the comment that the question of a cut-off point with respect to deple- 
tion allowance in the instance of certain minerals perhaps could be as impor- 
tant, or more important, than the overall rate of depletion. 

Chairman Mills said that he did not necessarily disagree with the theory of 
giving some allowance of that nature through the tax law where there is a 
public interest to be served. He thought, however, that when this program is 
used to allow a reduction in the amount of tax where the public or national 
interest is not being served, then we run the risk of gaining such unfavorable 
reaction from the public that even the justifiable amounts are in jeopardy of 
losing that exclusion in time. He expressed the opinion that there must be 
some overall consideration of this entire subject in order to weed out those 
things that have crept in where no public interest or national purpose is being 
served, in the hope of preserving the theory that has been in the law from the 
beginning for the benefit of those who are justified in having it. There was 
unanimous agreement on the panel with that position. 

The chairman observed that those who are opposed to the depletion allow- 


ance say that there is a degree of inconsistency in a tax law that provides a 
greater incentive for further exploration, discovery, and development, when at 
the same time there is a limitation placed within the states on the amount of 
oil that can be processed through existing wells, and limitations are also 
placed upon the amount of oil that can be imported. 

One of the industry representatives answered this by pointing out that the 


various states have adopted certain conservation laws and authorized adminis- 
trative agencies to impose regulations on the production of oil, and also of gas. 
He said that in recent years these regulations have appeared to call for what 
some people consider a severe curtailment of production. From this they have 
concluded that we have developed too much oil and, therefore, there is an 
inconsistency between restricting production on one hand, and then giving an 
incentive through depletion to encourage the discovery and development on 
the other hand. He points out that this analysis of the situation is a very short- 
sighted one which looks only at the question of temporary productive capacity 
and overlooks the need for this reserve capacity of one to two million barrels a 
day that is considered desirable for national security. As to the restriction on 
imports, he pointed out that this has been done in order that they might not 
discourage the rate of development required to maintain the proper level of 


12 





VIEWPOINTS ON REFORMING THE FEDERAL TAX SYSTEM 


domestic reserves and production. He believed that these two policies are 
quite consistent as they are designed to provide this country with supplies that 
are considered adequate for our national security and economic progress. 

Chairman Mills commented that the present depletion allowance is criti- 
cized because it does not relate in any way to original costs or original values, 
and in the opinion of many, it should be limited to those original values. One 
of the industry representatives remarked that this just gets back to cost deple- 
tion. He said that if the idea is adopted of trying to estimate a discovery value— 
that is, the present value of a deposit which you will deplete down to that 
value—it results in a tremendous amount of guessing. This guessing is elimi- 
nated by the use of percentage depletion which permits the ultimate capital 
value of the deposit to be related to what can be gotten for the product when 
it is produced and sold. He pointed out that one of the basic problems in the 
minerals industry is that there is a wide variation between the development 
in individual properties and their value. It is the difficulty in trying to get at 
the cost of each successful producing property that has led Congress to adopt 
this simple administrative concept, first of discovery value for each property, 
and then the administratively feasible percentage depletion. 

The discussion turned to the question of depletion allowance for oil and 
minerals outside the United States. Chairman Mills expressed concern that the 
advantage of the percentage depletion theory applied to foreign production 
might not inure to our national interest, nor to our own defense in the long 
run, but instead might actually accrue to some other country and inure to 
their defense. An industry representative commented on tiis and expressed the 
opinion that the mineral producer should have the same incentive to discover 
and develop the resources in the foreign country as in the United States: He 
thought the same purpose was served in encouraging capital here to discover 
reserves in foreign lands. He pointed out that these reserves are available to the 
United States. He said that they helped to develop our allies, to develop the 
economies of the friendly nations, and particularly the underdeveloped countries 
we are trying to help. In so far as the oil industry is concerned, he felt that these 
foreign deposits are of vital value to the United States and that if we allowed 
them to be developed by foreign nations and foreign countries, it would be a 
serious detriment to the United States. 

Chairman Mills pointed out that we encourage the use of American dollars 
to discover, explore, and develop these resources, and then we say that it is 
contrary to the national interest for these same resources to come to the United 
States. It seemed to him that there is some degree of inconsistency in encour- 
aging this development overseas and at the same time saving that it is contrary 
to the national interest for us to enjov the benefit to be derived from it. He 
said that he was disturbed about different policies of the government which 
we find in play at the same time. He said he was trving to find out whether or 
not the national interest is served through the allowance of depletion with 
respect to production abroad; and whether this is something different from 
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the national interest that is to be served through the allowance of the same 
amount with respect to domestic production. 

The chairman also wanted to know what is done with this oil which we will 
not let come in, and which would come in except for these voluntary quotas. 
One of the industry representatives pointed out that this oil is being marketed 
overseas. One of the other industry members pointed out that other nations are 
developing foreign resources and that it is to the advantage of the United 
States that American companies should participate in such development. 

Chairman Mills made the point that the incentives given for foreign produc- 
tion are for a different reason than the incentives given for encouragement of 
our own domestic resources. One of the industry representatives expressed his 
opinion that the incentives for foreign production are the same as for domestic 
production. He said that we want to develop the resources to compensate for 
the peculiar risks and the extra costs of this risky business and we want to 
return the profits. He said that the fact that there are incidental benefits de- 
rived from this purpose, such as the development of foreign nations and their 
economies in the reduction of our foreign aid program, is something else. He 
said that this is an important factor, but it is not, in his opinion, the prime 
purpose of this allowance. He maintained that the purpose of the allowance is 
the same as that in the United States and should be the same. 

Chairman Mills stated that he was not unmindful of what happened in 1958 
when the committee was striving to work out a program for extending the recip- 
rocal trade agreement and some of the argument against the extension of the 
program was presented by people in the oil industry who were fearful of un- 
limited competition from overseas. He said that if unlimited competition from 
overseas jeopardizes the oil industry at home, apparently ‘t jeopardizes our 
national interest here at home, and that is the basis of the argument that is 
made in behalf of the depletion allowance. He went on to say that under these 
circumstances if the importation of foreign oil jeopardizes the oil industry here 
and therefore jeopardizes our national interest, why should we continue to 
encourage through the tax law the attraction of dollars into the very thing, the 
fruits of which go quite contrary to our national interest? 

One of the panelists pointed out that, as he understood it, this is a short-run 
problem in that within five to seven years it is expected that we will be able to 
use all of the import oil as well as the domestic oil and that the restriction will 
not be nearly so serious. He pointed out that the demand will have climbed 
to such a height that we can use the supply at home at about the rate we are 
now using it and at the same time not clamp the lid on importations. Chairman 
Mills commented that this was a most interesting observation and, if it were 
true, we are in a pretty serious situation here at home with respect to our 
reserves. 

One panelist commenting on that observation said that he did not know 
how long the United States can continue to consume more than half the world’s 
production from 16 per cent of its reserves. He thought that in time to come 
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foreign oil is going to play a very important part in our own consumption. He 
said that we will do all we can to develop domestic reserves, but they may not 
be adequate for this surging demand. Chairman Mills commented that he was 
merely trying to find a justification for what appeared in his mind to be some 
degree of inconsistency with respect to policies, and also with respect to 
provisions of tax law. 

A panelist made the statement that if not one barrel of foreign oil were im- 
ported into the United States, there would still be adequate reason for foreign 
allowance and depletion in order to stimulate American companies to go into 
foreign production. He said the tremendous growth in the future in petroleum 
consumption is going to be outside the United States. He went on to say that 
we want to take part in it and derive profit from it. 

Chairman Mills then made the point that that incentive is for an entirely 
different reason than the other one as he saw it, since the activity would be 
stimulated not because those reserves might be available to us or needed by us, 
but because the spread of our own economic sphere of activity was in the 
national interest. 


General Business Expenses 


The discussion in this area was centered around the question of advertising, 
travel, and entertainment expenses. 


A committee member commented on the disallowance of expenditures for 
advertising in the case of initiative and referendum. This was in reference to 
the recent Treasury decision on “Lobbying Expenditures” which reads in part 


as follows: 


For example, the cost of advertising to promote or defeat legislation or to influence 
the public with respect to the desirability or undesirability of proposed legislation is 
not deductible as a business expense, even though the legislation may directly affect 
the taxpayer's business. On the other hand, the expenditures for institutional or “good 
will” advertising which keeps the taxpayer's name before the public are generally de 
ductible as ordinary and necessary business expenses provided the expenditures are 
related to the patronage the taxpayer might reasonably expect in the future. For exam- 
ple, the deduction will ordinarily be allowed for the cost of advertising which keeps 
the taxpayer's name before the public in connection with encouraging contributions 
to such organizations as the Red Cross, the purchase of United States Treasury bonds 
or participation in similar causes. In this fashion, expenditures for advertising which 
present views on economic, financial, social or other subjects of a general nature but 
which do not involve any of the activities specified in the first sentence of this sub 
paragraph are deductible if they otherwise meet the requirements of the regulations 
under Section 162 


He expressed the opinion that if he were running a business, he would feel 
that the expenditures were deductible because they would be, to his mind, a 
part of his business expense. One of the panelists disagreed with this position, 
stating that he did not think the taxpayer should be allowed to persuade the 
electorate to save his business at the expense of other taxpayers. He did not see 
where a line could be drawn if this point of view prevailed. He thought that 
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institutional advertising should be allowed, except where it attempts to exert 
influence by urging voters to vote for or against something. He inquired 
whether lobbying expenses should not be allowed as deductions if advertising 
propaganda is allowed. 

A committee member pointed out that the so-called lobbyists perform an 
important public service by supplying information to members of Congress 
which would be very difficult for them to get otherwise, and that such informa- 
tion does help them to make up their minds on specific legislation. 

With further reference to the matter of advertising, one of the committee 
members took the position that advertising to protect a business from being 
taken over as a publicly owned business was not necessarily at the taxpayers’ 
expense. For example, if a privately owned public utility is taken over by the 
government, there will be no taxes paid to the United States Government, 
or to any other government. Therefore, it would actually cut down the 
amount of taxes paid rather than be at the taxpayers’ expense. In such a 
situation, the company should be allowed a deduction to protect the busi- 
ness, just as in the case of a lawsuit, because otherwise the company would 
be divested of its business. 

One of the panelists stated that nobody would quarrel with a company 
on the right to defend its business. However, he said, the taxpayers should 
not subsidize the company in its effort to defend its business against a vote 
of the majority of the community to take over the business. The committee 
member replied that the taxpayers are not actually subsidizing the company 
in this case, but are merely helping to protect their own revenues. 

One committee member inquired concerning the disallowance of adver- 
tising by certain power companies in the private versus public power issue, 
and asked if the cases had gone to the courts. One of the attorneys on the 
panel predicted that if these cases get into the courts the electric power com- 
panies will be allowed the deductions as institutional advertising. 

A panelist expressed the opinion that under the present regulations of the 
Internal Revenue Service, he did not see how the problem of deductions for 
advertising could be met without legislation. He said that he did not think 
the Treasury Department should have the right to control what a businessman 
says to the public, by applying the tax to him. 

Chairman Mills commented that he had thought of this particular problem 
for quite a number of years and had discussed it on several occasions with 
various people who have been in the Treasury and in the Internal Revenue 
Service. He said that he had never been able to decide how the Congress 
could better define what was initially intended with respect to the deductions 
for these expenses than to call them ordinary and necessary business expenses. 
He said that it must be an ordinary expense to the business and it must be 
an expense necessary to the business as he inte rpreted it and as the courts 
have interpreted it. It was the consensus of the panelists that there is perhaps 
no better definition to be conceived than that which is presently in the law. 
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One panelist advocated legislation to require documentary evidence to sup- 
port deductions for expenses. A committee member thought that this would 
be going too far and would strike at the foundation, the very existence, of the 
self-assessing system of which we are so proud. The panelist disagreed as to 
the eventual results of such legislation. He felt that if the deductions are 
going to be allowed, it is not too much to ask the taxpayer to keep some sort 
of a record. 

The chairman commented that if Congress ever started to legislate in 
the area of particular expenditures by business, however incurred, it should 
be recognized without question that the door is then open for inclusion of 
other such details in legislation. He felt that the determination as to whether 
or not an expe »nditure—even though it may be for advertising—is ordinary and 
necessary is a matter entirely within the scope of the control exercised by the 
Internal Revenue Service. 

One committee member wanted to know why institutional advertising, 
which has for its major purpose keeping the company’s name before the 
public with no particular reference to the products, should be entitled to a 
deduction when the purpose is simply to build up the business, whereas a 
corporation that is going to be put out of business is not allowed the expenses 
to defend itself. 

The discussion then turned to the allowance of entertainment expenses as 
ordinary or necessary business expenses. It was pointed out by a panelist 
that this is a fact of business life and that business has to do it to meet 
competition. Another panelist commented that he did not think it was en- 
tirely a matter of meeting competition, but that it was more in the develop- 
ment of business in the contact with the customer that the entertainment 
phase has crept in. 

Still another panelist made the point that the factor of entertainment grew 
up as an indispensable part of sales because of its close relationship to travel. 
He said the old concept of the traveling salesman, who was reimbursed for 
his train fare and for the expenses of his meals away from home, had been 
modified in modern times, as the question came up of the salesman persuading 
the customer to have lunch with him while he was in a particular town and 
was allowed to charge this expense to his company. Of course, companies 
would consider that as a part of the salesman’s traveling expense and there- 
fore historically it had become an indispensable element of sales. The enter- 
tainment of customers has always been recognized as a part of ordinary and 
necessary business expense and, therefore, efforts which have been made 
in other countries to eliminate or reduce this deduction have not met with 
success. He said he thought that as long as we recognized the expenses of 
doing business as ordinary and necessary business expenses, we must recog- 
nize entertainment. 

Chairman Mills wanted to know if entertainment is common to most 
lines of activity, or whether it is limited to particular lines of activity. A 


17 





TAX POLICY 


panelist pointed out that in the study he had made, he found that entertain- 
ment took place primarily at the top executive level for most industries other 
than the motion picture, television, and advertising industries, where it takes 
place at most levels. He said he thought it is true that more and more sales 
are conducted by the top executive group of a company which establishes a 
relationship with the customers rather than by the traveling salesman. He said 
that today sales are dependent on personal relationship and confidence to a 
far greater extent than they were in previous times. 

Chairman Mills raised the question of travel expense as it related to attend- 
ance at meetings and conventions. He inquired if it was possible that some 
of the travel and entertainment costs that are actually deducted are essen- 
tially more personal than for business purposes. He said that some examples 
had been given to him over a period of time where such deductions have 
been taken and allowed which he thought were more essentially for personal 
than for business purposes. He asked if there was any considerable degree 
of checking in this area by the Internal Revenue Service. A panelist referred 
to a regulation in which the Treasury had taken the position that where 
the primary purpose of a trip, which would include a trip to a convention, 
was for a business purpose, then the expenses of that trip are deductible, but 
incidental expenses for sightseeing and other personal matters are not de- 
ductible. On the other hand, where there is some business done on a personal 
trip, the travel expenses are not deductible at all, but the expense attributable 
to such business as was transacted are deductible. He went on to say that 
within the framework of that regulation, the Treasury has attempted to ascer- 
tain to what extent any expenses are incurred in furtherance of purely personal 
and pleasurable activities, having nothing to do with the business trip. 

Chairman Mills asked whether there was any limitation on the amount of 
travel expense. One panelist commented that the Treasury does not try to 
limit a person to a per diem rate but that it does try to determine what are 
the reasonable charges at the various places where the taxpayer goes. He said 
that the revenue agents are particularly perceptive in ferreting out any ex- 
pense incurred because of children and wives going to conventions, for exam- 
ple. Another panelist pointed out that in the new expense account regulation, 
the Treasury now requires that the employee account to his employer for his 
expenses. Otherwise, he must report them as income. 

The question of fringe benefits, such as yachting trips, was briefly discussed, 
and one of the panelists pointed out that the government has not been very 
tough on the question of fringe benefits. He thought that the government 
should devote more attention to fringe benefits which perhaps are the 
subject of more abuse than entertainment expenses. 

The panelists were largely in agreement that no changes in the law are 
needed with respect to business expenses. They all felt that closer enforcement 
would be desirable and that substantiation should be required. The general 
feeling seemed to be that abuses are not very common, although a few spec- 
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tacular cases have been noted. Such abuses are rarely found in publicly owned 
corporations. 


Research and Development Expenditures 


One of the panelists expressed the belief that the present provision allowing 
expensing of research costs is proper. He would like to see it extended to allow 
the expensing of equipment that must now be depreciated. He also wanted a 
tax credit for corporate contributions to research. Another panelist expressed 
the belief that the present provision for expensing research costs is proper 
and needs no amendment, and that if more encouragement to research is 
needed, it should be done by other means than tax concessions. Still another 
panelist said that the effect of Section 174 in permitting expensing of re- 
search and development costs cannot yet be appraised. He believed that re- 
search needs to be encouraged. 

Chairman Mills concentrated on whether the country is behind in basic 
research or its application, and whether Section 174 has stimulated research 
activity. The panelists indicated that they were unable to present evidence 
on either of these points. One of them did point out, however, that Section 174 
has helped small businesses where they had problems in this area of getting 
expenses deducted because they were just starting out. He said that to that 
extent, it certainly had stimulated research. 

None of the panelists considered Section 174 as an incentive measure, but 
rather that it simply expressed the proper treatment of expenditures of this 
type. Two panelists favored the use of special incentives for basic research, 
while a third could see no reason for such an incentive. Chairman Mills ex- 
pressed agreement with the latter's position as did one of the other committee 
members, both indicating they favored general rate reductions to tax preferen- 
tials. None of the panelists gave support to the chairman’s inquiry regarding the 
desirability of capitalizing expenditures on patents which proved to be suc- 
cessful. All of them cited difficulty in administration and accounting problems 
with particular stress on the inextricable mixing of expenditures on successful 
and unsuccessful patents. 

DiviDENDS 


This panel discussed the philosophy of taxing corporations as separate en- 
tities, corporate tax rates, the question of whether or not the corporate tax 
is shifted, what influence the corporate tax has on prices, the rate of modern- 
ization and expansion of plant and equipment and what influence it has on 
the techniques of production, the effect of retained earnings on the accumula- 
tion of capital value and the capital gains tax, and the amount of appreciation 
in value which escapes the income tax entirely when the stock is donated 
or bequeathed. 

One of the panelists stated that the tax burden on corporate profits is a 
combination of the corporation tax, the individual income tax on dividends, 
and capital gain traceable to retained earnings. 
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He said that over-taxation [another word for “double taxation”] occurs 
when the corporation pays out most of its earnings as dividends and when 
the recipients are in the lower income brackets. Undertaxation is when the 
corporation retains earnings to expand business making each share of 
the business worth more and giving rise to capital gains. He stated further 
that undertaxation is substantial for the high income shareholder. If he 
holds such stock until death the capital is then never reached by the income 
tax. He concluded that any reform of dividend treatment requires that the 
treatment of capital gains and losses and retained we also be revised. 
He did not think that changing the taxation of dividends only will accomplish 
the desired result. 

Another panelist said that there is double taxation of corporate profits to a 
large extent. He favored the present treatment of dividends. He thought that 
a full deduction in computing corporate taxable income for dividends paid 
may have some merit. 

Still another paelist assumed that the corporate tax is not shifted and that 
shareholders are overtaxed. He agreed that these assumptions are open to 
question. He pointed out that the behavior of the rate of return on invest- 
ment over a period of time suggests that the tax has not been shifted. In this 
connection, he saw the constancy of the percentage of income of the after-tax 
profits, as an indication that the tax is not shifted. He concluded that if the 
goal is tax equity, a simple reduction of corporate rates may serve just as 
well as the credit and exclusion. 

Another panelist saw no reasonable grounds for the dividend credit and 
exclusion. The maintenance of rates of return on corporate net worth in face 
of increased tax rates indicated to him that corporate income has escaped 
the burden of higher taxes. 

One of the other panelists argued that the credit and exclusion provides 
only small relief from the double taxation of corporate income. He did not 
believe those provisions remove the corporate tax as a factor affecting man- 
agement decisions. In particular, he said, they neither reduce the bias against 
equity financing nor do they relieve the pressure on prices. Their oustanding 
advantage is their relative administrative simplicity. He firmly believed that 
corporate rates should be reduced. 

Another panelist recommended that the credit and exclusion be repealed. 
He said that it is inequitable to lower income people. He believed that much of 
the corporate tax is shifted and that there is little double taxation. He felt 
that the credit benefits the higher income persons. He pointed out that Sub- 
chapter (S) permits corporations to be taxed as partnerships and thus escape 
the corporate tax. 

Chairman Mills asked if the panelists had any evidence on the shifting 
of the corporate tax. One stated that there is no specific evidence but that the 
tax is considered a cost of doing business. A company in a non-competitive 
industry where there are administered prices does shift the tax forward 
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through higher prices. Such shifting may not take place in a competitive in- 
dustry where prices are determined in the market, as in agriculture. Another 
panelist had a different interpretation of corporate tax shifting. He con- 
cluded that the tax had been shifted to consumers through the cost savings 
from technological improvements that compensate for the tax cost of doing 
business. That is, by not passing on to the consumers the gains from increased 
productivity, the tax has, in effect, been shifted. 

Another panelist said that he did not view tax shifting as entirely a price 
effect, but rather the degree tb which rates of return after tax are affected. 
He could not provide any conclusive evidence on tax shifting, but he felt 
that if it is found that the corporate tax is shifted we should get rid of it. 
If we do not know that it is shifted, we should devise a remedy for the double 
taxation problem. 

Chairman Mills pointed out that the advocates for retention of the dividend 
credit and exclusion use the double taxation argument. He asked if the pri- 
mary purpose as presented to Congress in 1954 was that the credit and 
exclusion would encourage investment in corporate shares. One of the panel- 
ists agreed and indicated that the provisions had contributed to greater in- 
vestment in corporate shares. There was some difference of opinion on this. 
One of the panelists commented that the government should have created in- 
centives for investment in government bonds rather than corporate shares. He 
favored elimination of the credit and exclusion. Another panelist favored 
their retention. One of the other panelists did not like them, but did not 
want to touch them until Congress provides overall reform of the treatment 
of corporate income, retained earnings, capital gains, and dividends. 

A committee member asked what would be the effect of complete elimina- 
tion of the corporate tax. No one could provide a meaningful answer. One 
panelist made the point that we have to maintain a feeling on the part 
of the taxpayers that the tax is fair, especially if we should ever reduce the 
corporate income tax substantially and then hope to collect the difference in 
the form of higher personal income taxes. 

As to the revenue effect of the elimination of the corporate tax, it was 
pointed out that a study made indicated that a reasonable guess would be a 
revenue loss of roughly $6 or $7 billion, and that this would have to be 
made up by an increase in the personal income tax rate or some other way. 

One panelist made the comment that eliminating the corporate tax and 

levying the tax directly on the shareholders would create monumental ad- 

ministrative difficulties, as well as creating a tremendous burden on the 
higher bracket stockholders to raise the cash to pay their taxes. He made the 
point that if a person has imputed to him his aliquot share of the total 
income of the corporation and that this is taxed to him at 90 per cent and 
the corporate policy is to pay out 50 or 60 per cent, the shareholder would 
not have any net; he would not even have enough to pay his tax. 

As to administrative difficulties, the comment was made that in the 


21 





TAX POLICY 


case of American Telephone and Telegraph Company with about 1,700,000 
shareholders, it would mean that every time there is an adjustment in 
the tax return of the corporation, there would have to be an adjustment in 
1,700,000 individual returns. One of the committee members commented 
that it seemed to him that throughout this whole problem there is the matter 
of retained earnings and the degree to which income becomes capital gain. 
A panelist stated that we do not know how many people escape personal 
income tax completely by holding an asset until death, nor do we know how 
much they realize in capital gains before death. He expressed the opinion 
that this was quite an important point. He said it allowed the building up of 
substantial fortunes virtually free of personal income tax and then passing 
them on, subject of course to an estate taxation of those fortunes. He said 
the estate tax itself is no compensation for all this since it strikes equally at 
savings which have been accumulated out of tax paid dividends. He said it 
is common knowledge that a fairly large number of wealthy people can 
and do buy into growth stocks—sometimes indeed by borrowing and deduct- 
ing the interest charges as an expense—and the stocks when kept in the family 
over a generation or two can furnish substantial growth in net worth free of 
personal income tax. It was his feeling that if we could make sure that all 
capital gains were subject to the degree of tax we really want them to be 
subject to, and capital losses were allowed to the extent that we would like 
to allow them, then we could very well afford to dispense with a large part 
of the corporate income tax and in that way reduce the overtaxation of the 
low income shareholders; since we would be sure that with respect to the 
high income shareholders, we would be reaching, at least eventually, the 
capital gains caused by the retained earnings of the so-called growth cor- 
porations. 

Chairman Mills said that he had been told by businessmen that we do not 
have a tax system that permits business decisions to be made solely on the 
basis of the so-called signals of the marketplace. There was general agreement 
that this was so. One of the panelists said that the corporate tax has a very 
real bearing on the decision as to whether to go ahead or not. He said he was 
referring to the tax as influencing the cut-off point at which decisions are 
made to invest. He went on to say that on the timing of the deductibility of 
various items the work that was done by the Committee on Ways and Means 
and Congress in 1954 in giving faster deductions for research and develop- 
ment expense certainly was a plus item. He went on to say that it might be 
appropriate now to go further on that and to give immediate write-off on the 
plan and equipment using pilot plants for research activities. That would 
be a further plus, but it goes away from neutrality. He thought that so long 
as there is a tax it has for better or worse an influence on business decisions. 
One of the other panelists expressed his belief that when we collect some 
$80 billion of taxes in a year we must, of necessity, realize that taxation 
has become more than just a matter of raising revenue. Because of the im- 
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pact of the onerous rates—and he said he thought the rates are onerous and 
extreme—taxation has of necessity assumed the position of dictating many 
business decisions. It even dictates the form in which businessmen operate. 

A committee member said that sometimes he wondered whether our re- 
liance on the corporate tax is not based more on the fact of ease of collection 
and a rather simple way to raise revenue than on basic tax theory itself. 
There was general agreement among the panelists that this was so. 


PENSION AND OTHER EMPpLovee BENEFIT PLANS 

This panel discussed pensions, stock options, profit-sharing plans, bonus 
plans, social security programs, and taxation of savings for retirement. 

At the request of Chairman Mills, one of the panelists reviewed the history 
of stock options and the taxability thereof. He said that the first statutory 
provisions of any consequence were in 1950. Prior to that time, there had 
been a history of probably 15 or 20 years in which there had been Court 
decisions involving stock options. There had been a considerable amount 
of uncertainty as to whether stock options are compensatory, or whether they 
are somehow or other not compensatory but designed to grant an interest 
in the business. He thought that it was in 1945 that the Supreme Court de- 
cided a case which pretty well indicated that they were compensatory in 
nature and that the amount of gain inherent in the exercise of the option 
was taxable as ordinary income probably at the time of the exercise, and he 
said the Supreme Court has since reaffirmed that position. 

He went on to say that this made stock options extremely unattractive, even 
in those situations where it seemed to him there might be some justification 
for them; that is, essentially in the small business situation, the closely held 
corporation. He said that in 1950 the Congress was induced to enact what is 
now found in Section 421 providing for restricted stock options and providing 
that in cases where the conditions of Section 421 are met, there will be no 
tax on the income derived from the exercise of the option nor at any other 
time unless, and until, the stock obtained through the option is sold or other- 
wise disposed of. 

He stated that restrictive stock options have odd results, involve large 
amounts of money and have unclear tax consequences. He said large com- 
panies use stock options, but small ones do not, because it is difficult for them 
to establish the fair market value of the stock. He thought that this situation 
did not justify the present stock option as purely an incentive for employees 
since in large companies business progress is often due to general market 
conditions rather than to the efforts of the employees. He suggested that the 
Treasury, the Congress, and the SEC should study stock options carefully to 
determine whether they now constitute too easy an escape from taxes for 
persons of high income. 

He believed that stock options are inherently discriminatory. He said that 
they result in large gains to a favored few taxpayers; that they impair the 
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validity of equal tax treatment for all; and it did seem to him that they are 
one facet—relatively small, but nevertheless a facet—in the leaks of our tax 
structure which make it necessary for tax rates on such income as does get 
taxed to be so high. It was pointed out that the stockholders ordinarily approve 
the granting of the stock options in the first place and that there had been 
excellent publicity and disclosure in connection with this. One of the panelists 
commented that he did not think the shareholders had been fully informed 
with respect to the substantial amount of benefits which are actually received 
by top management officers when they exercise the options. 

The question of capital gains treatment on the sale »f stock received under 
stock option plans was referred to. One of the panelists commented that he 
thought the question before the Committee was whether or not the people 
who receive these stock options should get a favored tax treatment for this 
type of compensation as compared to the salary which they get. He expressed 
the opinion that since this is compensation it should be treated in the same 
way as all other compensation. 

One panelist felt that capital gain treatment on the difference between the 
option price and the value at the time the option is exercised is erroneous 
because the employee has risked nothing. He said that, unlike pension plans, 
stock options are inherently discriminatory resulting in large gain to a 
favored few and they, therefore, constitute a leak in the tax structure. Another 
panelist disagreed saying that capital gains treatment was justified. He 
thought the only argument against stock options is the size of the gain and 
that since stockholders approve the option they are the first line of defense 
against unjustified gains and their approval indicates that the gains are de- 
served. He would have no objection, however, to the SEC requiring more dis- 
closure. One of the other panelists pointed out that disclosure at the time the 
option is granted is not the issue, since the potential gain at that time is small. 
What is needed, he said, is publicity about the gains resulting from exercise 
of the options. Another panelist pointed out that the issue was not whether 
the large gains involved are deserved but rather whether the gains should 
receive favored tax treatment. 

There was some discussion as to whether stock options were compensatory 
or proprietary. One panelist stated that they were compensatory and that they 
should be taxed. Those who disagreed with him pointed out that if they were 
taxed to the recipient when granted, or when exercised, the employer should 
have a corresponding deduction. A panelist pointed out that there would be 
little trouble if the recipient were taxed at the time of the granting of the 
option, but that difficulties resulted due to attempts to tax at the exercise 
date. Another panelist observed that the increased value between the granting 
and the exercise dates constituted the incentive to the recipient. Still another 
pointed out that allowing employers a deduction would probably cost more 
revenue than would be gained by taxing the employees. One panelist offered 
the thought that perhaps options should be confined to small businesses. 
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Chairman Mills concluded that stock option provisions might be eliminated 
if tax rates were reduced. 

The chairman then brought up the question of the qualified pension plan. 
One panelist made the observation that tax provisions as to pensions can 
generate revenue losses due to not taxing the employers’ contribution to, or 
the earnings of, pension funds. He said that this revenue loss is now running 
over one billion dollars a year and has doubled in less than a decade. 

Another panelist points out that persons performing services may be 
divided into employees covered by pension plans, employees not covered by 
pension plans, and the self-employed. While it would be justifiable, he said, 
to tax income from capital differently than income from services, it is not 
tenable to tax differently income from different kinds of services. As a general 
rule, he said, savings for old age set aside for service-connected income should 
be exempt from tax. The present discriminatory treatment of different kinds 
of income from services causes people to attempt to minimize tax costs in 
various ways: by favoring the corporate form; by restraining mobility of 
labor; and by using pensions as a form of wage control. He thinks that this 
shows that the tax system is not neutral in its effects on the market. He 
pointed out that the major legislative effort has been to secure similar tax 
benefits for persons rendering services but not covered by pension plans. 
He believed that there should be comprehensive legislation to provide equi- 
table tax differentials and adequate regulatory measures for retirement benefits 
for all persons earning income from personal services 

Another panelist said that the fact that employer contributions are tax 
deductible, while those of employees are not, has led to greater emphasis on 
plans financed entirely by employers. Inasmuch as these plans are generally 
less adequate than contributory plans, the law should do more to encourage 
the latter. He believed that contributions of employees and of self-employed 
persons to pension plans should be deductible, but the size of the deduction 
should be strictly limited. He did not believe that the provision permitting 
capital gains treatment of lump sum withdrawals from pension funds is 
fair and thought that it should be modified. Also more vesting of benefits 
should be required to encourage labor mobility. He thought it was inequit- 
able for OASI benefits to be nontaxable and for private pension benefits to 
be taxable. Employee contributions to both should be deductible when made; 
both types of benefits should then be taxable; and exemptions for age should 
be raised to avoid taxing low income people. 

Another panelist expressed the belief that our continued strength and wel- 
fare depend upon a climate which promotes individual freedom and equality, 
self-reliance, personal thrift, and honesty. First, the tax laws should stimulate 
personal savings and other individual arrangements for retirement, unem- 
ployment, sickness, accident, disability, and death. Next, they should pro- 
mote voluntary group plans. Finally, Social Security should be provided for 
those who do not achieve security under individual and group plans. All 
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contributions to qualified retirement plans should be deductible and all 
benefits taxable. An employer's involuntary contribution to a plan pursuant 
to a collective-bargaining agreement should be deductible even if there is no 
qualified plan. He did not favor taxing the unrealized appreciation of securities 
when a trustee of a qualified plan distributed securities in kind. 

Another panelist said that the present tax law which defers taxation in 
the case of pensions is a good thing and its elimination would depress incen- 
tives to save for old age. This principle should extend to employee groups 
not covered by pensions and to the self-employed. He approved of the provi- 
sion for capital gain treatment of lump sum withdrawals from pension funds, 
and believed that this principle should be extended to settlements which take 
place over a more extended period, but less than a lifetime. Social Security 
benefits, railroad benefits, and veterans’ benefits should be taxed as received, 
and older persons of low incomes should be relieved of tax by means of 
higher exemptions for age. 

Another panelist said that the present incentives for establishing a sound 
private pension plan are desirable. These incentives are: tax deductions for em- 
ployer contributions; deferment of tax on employees until benefits are paid; and 
exemption from tax on the income of a pension trust. Lump sum withdrawals 
should not be taxed as long term capital gains. He did not approve of 
proposals to permit the self-employed to establish individual retirement 
funds out of tax deductible funds. Instead, partners and individual proprietors 
should be permitted to participate in pension plans established for their em- 
ployees. He pointed out that non-profit health plans are now at a disadvantage 
by being classified under Section 501(c)(4) instead of 501(c)(3). This 
should be reviewed to eliminate arbitrary distinctions between non-profit 
health plans and non-profit hospital plans. 

Other panelists stated that in the interest of fairness to all workers, whether 
covered by pension plans or self-employed, all should be allowed a deduction 
for amounts put into approved health insurance or retirement plans up to a 
certain percentage of income. They believe the percentage deduction should 
be graduated by age with lower percentages at lower ages. 

Chairman Mills raised some questions regarding the way in which qualified 
pension plans operate under the provisions of existing law. One of the panel- 
ists went into this matter in some detail. He pointed out that basically the law 
provides that an employer's payment to a pension trust may be treated as 
an expense of doing business of the company, or of the e mploye r, if that pen- 
sion trust receives the money under terms which provide first that the em- 
ployer can never get the money back again. The money must be used at some 
time solely for the benefit of the employees of that employer. The second basic 
provision, he pointed out, is that the terms of the benefits of the plan must 
be such that the plan is not designed solely for the benefit of the top men, 
or a few of the key officers or employees, of the company. He said that the 
usual way of describing it is to say that it must not be discriminatory and 
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must cover broad groups of employees. He pointed out that the law does 
permit a few qualifications and distinctions. The two most important ones in 
his thinking are: first, that it does allow the erployer to set up a provisional 
period of employment during which the employee does not participate, that 
is, does not build up any rights under the plan; and second, that the law 
recognizes that these plans will be set up by employers who are subject to 
the Social Security Act. So the law provides that to the extent an employee 
receives benefits under the Social Security Act, the employer's pension plan 
may set aside and not give him full credit or not give him any credit for 
wages that are under the Social Security Act. He said that with these two 
qualifications, the plan has to be broadly for all employees, and it has to be 
invested under terms that are supervised by the federal government in so far 
as the operation of the plan is concerned. 


Chairman Mills raised the point of whether there is any vested right of 
any employee in the fund. One panelist said that vesting varies with the plan, 
some providing vesting when the employee is disabled, others at an age like 60 
or 55, provided the employee has had long service. He also stated that con- 
tributory and non-contributory plans may or may not provide vesting, but a 
contributory plan will always provide that the employee can get his own con- 
tribution back when he leaves. One of the panelists observed that vesting 
is becoming more widespread and liberal. Another panelist suggested 
that since profit-sharing plans and stock be us plans have a tontine effect, 
the law should require substantial vesting, either at age 30, or after five years 
of service. Ancther panelist warned against imposing vesting requirements in 
pension and other plans, as it would discourage employers from contributing 
to the plan. 

In response to an inquiry of Chairman Mills, a panelist stated that the 
employee does not consider the employer contribution as compensation, but 
merely as part of the working climate and becomes aware of it usually through 
the grapevine. Another panelist disagreed with this view, saying that em- 
ployer contributions are actually considered as a part of the compensation 
package in labor negotiations. In this connection it was pointed out that most 
companies follow the policy of stating—either in a separate report to employees, 
or, in many cases, in a published annual report to stockholders—that they have 
a pension plan that has been approved by a vote of the stockholders, and 
they give some indication as to how the pension plan is actually operating, 
the amount of money that is going into it, and the number of persons who are 
currently receiving benefits. 

Chairman Mills wanted to know whether there is any justification for the 
provision in the existing law that would permit an employee upon reaching 
the age of retirement to receive a lump sum from the retirement program of 
his employer and treat it as a capital gain. One panelist stated that lump sum 
withdrawals are usually undesirable but can be justified when the amount 
of the pension is minimum and where the employee has a need for a capital 
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fund, as, for example, to liquidate a mortgage. He also felt that capital gain 
treatment was necessary in order to avoid excessive taxes on the lump sum. 
Another panelist gave as an additional illustration of a proper lump sum with- 
drawal, an instance where the employee needed money to move and relocate 
his family to the place he had selected for retirement. 

It was pointed out that in a profit-sharing plan a lump sum is the only 
way in which the proceeds may be paid out. One panelist noted that capital 
gains treatment of lump sum withdrawals complicates the tax structure. 
Another suggested that capital gain treatment might be limited to perhaps 
$10,000, so that those who withdrew large sums would not get the tax 
benefit. The real solution to the problem of avoiding an excessive tax on 
lump-sum withdrawals, he said, is to provide for spreading of the income 
over several years rather than for capital gain treatment. 

Chairman Mills asked whether by approving an incentive to save for re- 
tirement the tax law discriminates against savings made for other purposes. 
A panelist suggested that since the postponement of tax already applies to 
profit-sharing and stock bonus plans, which are really different from pension 
plans, Congress has already taken a step toward postponing the tax for all 
kinds of savings. A member of the committee observed that tax deferment 
would be a small price to pay for encouraging individuals to provide for 
their own old age. 

Along the same lines, a committee member noted that the retirement in- 
come credit considers not only pensions, but also interest, rents, dividends, 
etc. This led him to ask whether savings set aside for purposes of acquiring 
such income in old age as dividends, interest, rents, etc., should be deductible. 
One panelist opposed the idea as creating large accumulations of funds which 
would be difficult to control, and as amounting to the imposition of a spending 
tax. Another panelist objected to it because he did not think there is any 
need at the present time to require the encouragement of more savings. He 
would, however, allow a deduction not for all savings, but only for contribu- 
tions to “institutionalized” plans. 

One of the committee members asked whether Congress should eliminate 
the retirement income credit. A panelist pointed out that if all savings were 
deductible, it would be desirable to drop the retirement income credit. 
Another panelist agreed with him. 

A member of the committee pointed out that several of the panelists seemed 
to believe that Social Security had had the effect of lessening the incentive 
of individuals to provide for their own old age. Several panelists did not be- 
lieve that this was the case, while two of them did think it was. 


PROBLEMS RELATED TO SPECIAL TYPES OF CORPORATIONS 


Treatment of Investment Companies 


This panel discussed the taxation of regulated investment companies, real 
estate investment syndicates, and real estate investment trusts. 
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As to regulated investment companies it was pointed out that companies 
electing to qualify for special tax treatment registered with the SEC under 
the Investment Company Act of 1940. They must have at least 100 share- 
holders of whom no five individuals may own more than 50 per cent of the 
outstanding stock. At least 90 per cent of the gross income must be from 
dividends, . interest, and gains from the sale of securities. Although the com- 
panies are required to distribute annually 90 per cent of net income, ex- 
cluding long-term capital gains, in order to obtain the deduction for dividends 
received, most companies distribute all their net income, as well as their net 
long-term capital gains which are taxable to the shareholders, as long-term 
capital gains. Municipal and state bond interest, however, does not enjoy 
this pass-through, losing its identity for tax exemption as such in the share- 
holders’ hands. It was recommended that the law be amended in this respect. 

Chairman Mills stated that whether regulated investment companies should 
be taxed as corporations should be answered in the negative since they can- 
not have the benefit of corporate savings, but that whether they should be per- 
mitted to enjoy benefits not given others is another question. One of the 
panelists commented that he felt they are given the same benefits as if their 
members invested singly. One of the other panelists, however, emphasized 
that collective action does give greater benefit than action of an individual 
investing by himself because of the diversification of investments and securing 
expert advice. Chairman Mills then inquired whether investors should pay 
a small tax for benefits they receive through collective action of regulated 
investment companies. One panelist objected to this suggestion, stating that 
the burden would be imposed only on small investors, and would thus be 
discriminatory as against the wealthy who could invest in their own right. 


In response to Chairman Mills’ inquiry as to why long-term capital gains 
should retain their characteristics in passing through investment companies, 
one of the panelists stated that the wealthy can retain the benefit directly so 
it would be unfair to require capital gains to be taxed at full rates to small 
investors who can’t make their own investments. 


As to real estate investment syndicates it was pointed out that such a 
syndicate constitutes a pooling arrangement of small and modest investors for 
the purpose of spreading benefits of expert investment counsel and serving 
as a means of collective financing, and that it usually invests in business proper- 
ties. Because the rate of return is only initially 10 or 12 per cent they must 
avoid being deemed an association which is taxed as a corporation. The real 
estate investor does not take depreciation but rather amortization. Thus the 

2 per cent cash return includes a return of capital if depreciation exceeds 
amortization. With the mortgages paid off, the cash return increases substan- 
tially. This panelist recommended that real estate syndicates be permitted to 
operate as an association free of tax where the income is distributed to share- 
holders just as in the case of estates and trusts, common trust funds, regulated 
investment companies and so-called small business corporations. 
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Chairman Mills inquired as to whether provisions applicable to collapsible 
corporations would be broad enough to take care of this suggestion. The 
panelist stated that they would not; that real estate purchased by a corpora- 
tion and held three years is a collapsible asset.and that Subchapter C pro- 
vides an ordinary tax on income of real estate investment when the corporate 
form is utilized. 

As to real estate investment trusts, it was recommended by one of the 
panelists that these trusts be relieved from payment of corporate income 
taxes on income distributed to their beneficiaries. 

Prior to 1936 these trusts were not taxed on distributed income. It was 
pointed out that in 1935, however, the Supreme Court held such trusts tax- 
able as associations when holding title as an entity operating through a man- 
agement comparable to a Board of Directors issuing transferable certificates 
of interest and limiting liability of participants. It was further pointed out that 
real estate investment companies compare in all substantial respects to regu- 
lated investment companies, except for furnishing custodial and other services 
for tenants. 

Chairman Mills inquired as to why there should be a greater opportunity for 
real estate organizations to be taxed as partnerships than other forms, includ- 
ing corporations. One of the panelists argued that this same treatment should 
be available for all corporations who distribute all their income. The chairman 
asked whether a real estate trust is more in business than a mutual fund. One 
of the panelists admitted that rentals include elevator and janitor services and 
that a trust would generally have no interest in this activity. However, he said 
to take care of Chairman Mills’ concern the performance of these services 
services would be contracted out by the trust under the proposed Bill now 
before the committee. 

Mr. Mills pointed out that regulated investment companies get dividends 
which have been taxed once as corporate dividends and that this constitutes a 
substantial difference between income treatment for regulated investment 
companies and real estate syndicates. One of the panelists said that because of 
the 85 per cent credit for dividends received by a corporation the tax is excused 
on 15 per cent of dividend income while in a real estate trust the corporate 
tax would be excused on the whole income. 

One committee member was interested in the treatment of distributed long- 
term capital gains and was told by a panelist that the shareholder includes 
them in reporting his distributive share; that under a 1956 Code amendment 
if the corporation retains them, the shareholder reports them and takes a 25 
per cent credit for the gains; and that the companies generally could not 
retain this gain without strong complaints froin shareholders. 


Mutual Financial Companies 


This panel discussed the pros and cons of the special tax provisions applicable 
to mutual savings institutions. It was pointed out that commercial banks 
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maintain that mutuals continue to enjoy tax benefits because of liberality of 
tax-free accumulation of reserves equal to 12 per cent of deposits, whereas 
commercial reserves are based on three times their average bad debt experience 
during any consecutive 20-year period since 1927 applicable to eligible loans. 

One of the panelists cited statistics to show the small corporation tax paid 
by mutual banks and savings and loan associations as compared with the tax 
paid by commercial banks. He doubted that the tax differential explains the 
higher interest rates paid by the mutuals. He said that the tax on mutuals has 
been small because taxable income has been small, and this is because of deduc- 
tions allowed under the Revenue Act of 1951. He pointed out that two basic 
provisions of the tax law favor mutuals: (1) they can deduct interest and divi- 
dends paid to depositors or shareholders. He did not think there is any 
favoritism here because interest and dividend payments are not similar to 
profits of commercials. (2) The allocation of larger amounts of income to sur- 
plus in general reserve accounts permits a tax advantage to mutuals. He 
thought a fairly strong case can be made for taxing these undistributed earn- 
ings, but he thinks it would be more appropriate, however, to apply a rate 
closer to the first bracket individual rate than the top corporate rate. He be- 
lieves that a tax on distributed earnings would be inequitable. 

Another panelist stated that there is a serious question of equity which 
exists with respect to certain stock building and loan associations some of 
which have been acquired by holding companies whose shares are publicly 
traded. He said that fundamental differences in the nature of ownership and 
operation of mutuals and commercials justify differences in tax treatment. His 
general conclusions were that: 

1. The greater growth of mutuals is not due to tax advantages, but to inherently 

greater earning power 
Bad debt allowance of niutuals should be based on assets rather than deposits 


Distinction should be made between reserves for bad debts in the accepted sense 
and bank and capital surplus 


Mutuals are at a disadvantage with respect to commercial banks in the capital 
markets 

Applying a commercial formula to mutuals would result in reduction of “divi- 
dend” rates to deposicors 

Stock savings and loan associations should be taxed like commercials 

The present commercial formula is unrealistic and should be changed 


Provision for a standard loss ratio to commercials would involve substantial 
revenue loss 


Another panelist pointed out that mutual! financial institutions perform the 
same basic function as commercial banks, and since they are in close competi- 
tion with commercial banks it might be inferred that they should be treated 
the same with respect to federal income taxation. He would, however, permit 
mutuals to continue to deduct for tax purposes all interest and dividend pay- 
ments to depositors, with the proviso that a withholding system be adopted to 
insure payment of taxes on such interest. A uniform bad debt reserve for both 
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mutuals and commercials would be a step in the right direction. Tax-free 
additions to bad debt reserves could be kept to a bare minimum; it might be 
left to the Commissioner of Internal Revenue to determine what this minimum 
should be for all financial institutions. 

Another panelist made the comparison between the ratio of taxes paid to 
net income of commercial banks, savings banks, and savings and loan associa- 
tions. He pointed out that commercial banks pay a federal income tax equal to 
40 per cent of their net income; savings banks pay ¥% of 1 per cent; and sav- 
ings and loan associations pay 1 per cent. Special privileges to mutuals on the 
assumption they are performing a unique and highly necessary service can no 
longer be justified. He discussed the competitive situation and pointed out 
that the commercials are competitors today with the mutual savings institutions 
in the field of family finance. The majority of commercials are small commu- 
nity banks which depend heavily on ability to attract savings and time de- 
posits and the tax discrimination against them is a great obstacle to their 
growth and development. The public would not be denied a useful service if 
all financial institutions were exposed to equitable tax treatment and construc- 
tive competition. 

Another panelist argued for the continuation of the special tax provisions 
for mutual savings institutions. He said that equity and fairness require that 
mutual savings institutions be taxed in the same way as other mutual thrift 
entities, such as common trust funds, qualified pension funds, regulated in- 
vestment companies, and credit unions. The 12 per cent ratio for mutuals 
specified in the Revenue Act of 1951 was chosen after considerable discussion 
and debate as a desirable yardstick for taxing retained earnings. It is necessary 


for the mutuals to build up tax free reserves as a cushion to protect depositors 


against market losses and other economic losses. He pointed to the decline of 
20 points and more during the 1950's in prices of long-term government bonds 
and declines in the value of FHA and VA mortgages as a strong argument 
against lowering of this ratio of surplus in reserve to depositors. The taxation 
of additions to these reserves would result in narrowing of the income tax base 
and would militate against economic growth. Proposals to limit deductibility 
of interest payments made by mutuals would be unfair and inequitable and 
would jeopardize the contribution made by these institutions to the taxable 
income stream. The present tax on retained earnings in excess of 12 per cent 
of deposits provides assurance against excessive retention of earnings. Indiscrim- 
inate taxation of these earnings would yield at most only a very limited amount 
of tax revenue by comparison with that which the Treasury will derive over 
the years from the rapid expansion of taxable interest paid out to individuals. 

Another panelist discussed the taxation of credit unions. He argued for 
continued tax exemption of such institutions. He said that while credit unions 
account for only a small share of the nation’s savings they probably have a 
greater impact in the area of consumer credit. The credit union membership is 
predominantly in the $4,000-$7,500 income group, largely the working class 
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in composition, mostly in the younger married stage of the family life cycle. 
Since an income tax on earnings of credit unions cannot be shifted, it would 
fall on the interest earnings of the group in the lowest tax bracket and would 
be of a regressive nature. Also, he did not think that taxation of credit unions 
would yield much in the way of tax revenue. 

Chairman Mills asked if interest paid out by commercial banks was taxable 
in the hands of the bank. The answer was “No.” The chairman pointed out 
that in the case of both mutuals and commercials the tax is not computed be- 
fore payment of interest. The panel was unanimous in agreeing that interest 
should not be taxed before it is paid out. Mr. Mills asked if the difference in 
viewpoint expressed by the panelists did not come down to one of uniform 
bad debt reserve. He then asked if the same principles apply to both mutual 
and commercial institutions. He pointed out that in the case of commercial 
banks losses come out of profits of shareholders. If commercial banks are 
allowed more reserves the effect would be to reduce the loss to stockholders. 

Chairman Mills stated that he was on the conference committee which 
agreed to the 12 per cent reserve of mutuals. He said maybe the figure was 
too high, or perhaps it was too low. He then asked if 12 per cent was too high 
to insure the solvency of mutuals. One of the panelists said he thought the 12 
per cent was too high. Another panelist said that a relatively small part of the 
12 per cent has been created out of tax free income. He disagreed that 12 per 
cent, as enacted in the 1951 law, is a loophole, as stated by one of the other 
panelists. ; 

Chairman Mills stated that he thought that the difference in amount of re- 
serves between mutuals and commercials was necessitated because of difference 
in operations. Mutuals have more non-liquid, or less liquid, assets. One of the 
panelists pointed out that commercials have less than 50 per cent in long-term 
interest-bearing obligations while these obligations represent the bulk of 
mutuals’ holdings. Hence, he said commercials are not subject to the same risks 
which arise because of changes in interest rates. He believed there is room 
for restudy of reserves for commercials with a view to increasing them. One of 
the other panelists stated that he believed that a 5 per cent reserve for all 
institutions would be a valid reserve. 

Chairman Mills thought the difference in operations would justify a differ- 
ence between treatment of mutuals and commercials. One of the committee 
members pointed out that losses sustained by mutuals was the same over the 
past 10 years. He asked if mutuals compete with commercials and if they had 
a competitive advantage. The answer was that they did compete with com- 
mercials and the majority of the panel thought they had a competitive ad- 
vantage. 

On the question asked by one of the committee members as to whether 
mutuals are growing rapidly, the answer was “Yes.” On the question of 
whether mutuals are able to pay their own way, the answer again was “Yes.” 
The committee member pointed out that mutual banks more than doubled in 
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the last 14 years; that the increase was 122 per cent. He said that savings and 
loan associations increased from $8.7 billion to $55 billion which was a 533 
per cent increase, and that credit unions had increased a total of 913 per cent. 
He said he could not find the same proportionate increase for commercials. 

One of the other committee members pointed out that there was a limita- 
tion on interest rates for commercial banks. Another committee member 
wanted to know what the justification was for having a reserve formula fixed 
by law for mutuals and by the Secretary of the Treasury for commercials. A 
panelist replied that there was ne need for such a difference and suggested 
that the formula for commercials should be fixed by law. The committee 
member also pointed out that in the case of commercial banks the reserves 
are related to assets, while in the case of mutuals they are related to deposits. 
He then posed the question of withholding on interest payments. Two of the 
panelists opposed withholding. 

One panelist said that he felt that withholding would be cumbersome and 
would involve an enormous expense to the savings institutions particularly, and 
that it would be advisable to avoid this procedure as long as possible in the 
hope that the educational programs now being instituted by the Treasury and 
the savings banks themselves would result in a substantial closing of this 
underreporting gap. 


Taxation of Insurance Companies 


Although there were two papers presented for discussion on this panel on 
the taxation of life insurance companies, Chairman Mills made it clear that the 
committee did not intend at this time to review the Life Insurance Company 


Income Tax Act of 1959. He said he thought the life insurance tax law tended 
in the right direction since it considered both investment and underwriting 
gains. He stated that he didn’t think there was any use in writing a new 
law in this connection before seeing how the present one works. 

The principal issues discussed in this panel related to mutual fire and 
casualty companies. One of the panelist examined the economic validity of 
arguments for special tax treatment of insurance companies and concluded that 
since the arguments are not valid, insurance companies should be taxed like 
other corporations. He believed that mutual insurance companies do sell a 
product, that their income can be measured on an annual basis, that there is a 
customer-seller relationship between policyholders and the companies, and 
that the companies actually make and retain profits. He said he was in favor 
of H.R. 7671 which would apply regular corporate rates to mutual fire and 
casualty insurance companies. 

One panelist discussed the taxation of casualty insurance companies and 
pointed out that at present, unlike life insurance, mutual and stock companies, 
in the fire and casualty field are taxed differently from one another; stock com- 
panies are taxed at ordinary corporate rates on both net investment income 
and net underwriting income; mutual companies are taxed only on net invest- 
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ment income subject to a “floor” of 1 per cent of the sum of net premiums and 
gross investment income. He pointed out that because net premiums of 
mutuals have increased markedly in practice the “floor” provision ordinarily 
determines their tax. Reciprocal companies are taxed like mutuals except that 
the “floor” provision does not apply to them. He favored proposed legislation 
which would levy regular corporate rates of taxation on both stock and casualty 
insurers with the tax base including both net investment income and net 
operating income. In arriving at the tax base these bills would allow deduction 
for the full amount of policy dividends without regard to the sources from 
which those dividends are paid. 

Another panelist discussed the taxation of fire and casualty insurance com- 
panies. He disputes the theory that corporations, regardless of the nature of 
their business, should be taxed identically. He contended that different treat- 
ment is not discriminatory and is dictated by the nature of the business. He 
argued that insurance differs from manufacturing and trade; life insurance dif- 
fers from fire and casualty insurance; and mutual fire and casualty companies 
differ from stock fire and casualty companies since the latter actually own the 
money they receive whereas policy holders have a beneficial interest in the funds 
of a mutual. If underw riting income of mutuals is taxed they would be unable to 
increase their surplus. He did not believe that the present situation of variable 
taxation of stock companies and mutual companies gives the mutuals a com- 
petitive advantage and pointed out that the stock companies wrote 78 per cent 
of the business in 1942 and 74 per cent of the business in 1957, which is sub- 
stantially an equal volume. He argued further that the differences between 
life insurance and fire and casualty insurance prevent the adoption of the life 
insurance tax plan to the fire and casualty insurance industry. Moreover, he 
said, the present method of taxing fire and casualty mutuals has resulted in 
stable revenues for the Treasury whereas the stock formula has reflected sharp 

variations in net income which are characteristic of the fire and casualty 
business. He would resist any change in the taxation of fire and casualty 
mutuals except for elimination of the 1 per cent “floor” provision. 

Another panelist, in discussing the federal taxation of insurance companies, 
referred to the difference between determining the premium to be charged 
for insurance protection a1. the determination of the selling prices for a busi- 
ness organization. He pointed out that insurance premiums cannot be fixed 
with anywhere near the finality of the selling prices of a businesss where the 
costs are known. He made the point that safety or contingency reserves must 
be provided to assure that premiums charged today will be adequate to accu- 
mulate the funds required to pay tomorrow’s losses. 

He went on to point up the differences in the manner of operating of the 
three principal types of insurance companies: stock, mutual, and reciprocal. 
Mutuals, in effect, borrow surplus funds from the policyholders and return 
unused portions as dividends, and like all insurance companies must hold 
premium reserve funds on which they earn investment income. Reciprocals 
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are organizations in which policyholders underwrite each other's risks, so that 
each is both an insured and an insurer. In reciprocals, the surplus of the organi- 
zation is the sum of the surpluses owned by the individual subscribers. He 
believed that the taxing of underwriting income of a mutual or a reciprocal 
would be contrary to the objective of taxing only income of profits earned, 
since it constitutes merely a measure of adjustment of premiums to actual costs. 
It may also be viewed as a loan when retained as surplus by the mutual. He 
would agree that the investment income of mutuals and reciprocals should be 
taxed. He would also agree that legislation to prevent mutuals and reciprocals 
accumulating surpluses beyond reasonable requirements would be in order. 

Chairman Mills questioned why mutual fire and casualty companies should 
not be taxed on underwriting gains when mutual life insurance companies and 
stock fire and casualty companies are taxed on such gains. 

One of the panelists replied that the risk factor was much more indefinite 
in the fire and casualty field than in the life field. He wanted to know why it 
was not possible to get the true net income of a mutual fire and casualty com- 
pany, another panelist replied that it would involve arbitrary factors which 
would make the result inequitable. The question of the difference between 
life insurance companies and fire and casualty companies came into the dis- 
cussion and several of the panelists pointed out that the risk factor is much 
more indefinite in the fire and casualty field than in the life field. One of the 
panelists stated that he felt, however, that mutuals in both industries are pretty 
much the same and that neither should be taxed on underwriting gains. 

Chairman Mills then asked whether mutuals find it easier than stock com- 
panies to accumulate reserves. One of the panelists agreed that this was often 
the case, and another panelist pointed out that mutuals do not have a com- 
petitive advantage over stock companies as witnessed by the fact that they 
cover a minor part of the total business. He stated that, moreover, stock com- 
panies have the advantage of being able to obtain funds in the money market, 
whereas mutuals can look only to their policyholders. 

One of the other panelists differed with the distinctions made as to various 
types of insurance companies compared with businesses. He pointed out that 
business firms in general accumulate their reserves after taxes and the same 
should apply to insurance companies. One of the other panelists expressed the 
opinion that he would not object to mutuals retaining underwriting gains in 
their reserves, but that they should do so in after-tax dollars. 

One of the committee members asked what revenue would result from tax- 
ing underwriting gains. One of the panelists pointed out that many mutuals 
were operating in the red and that the revenue would probably be small. The 
committee member then asked the panelists whether they could justify a 
different tax treatment for stocks and mutuals. One of them replied that the 
only basis for different treatment is with respect to the greater accessibility of 
capital by stock companies. 

The question of similarity between mutual insurance companies and co- 


36 





VIEWPOINTS ON REFORMING THE FEDERAL TAX SYSTEM 


operatives was brought into the discussion and it was stated that mutual in- 
surance companies are different than cooperatives and that the tax treatment 
accorded cooperatives would not be appropriate for them. 

A committee member inquired whether there was any justification at the 
present time for limiting reserves. A panelist pointed out that determining such 
a limitation would be very difficult, but that the need for it was recognized in 
the life field by the provision for taxing only 50 per cent of underwriting gains. 


Taxation of Cooperatives 


One panelist stated that the present situation with respect to the taxation of 
farm cooperatives is patently not fair, because the income may be excused 
from tax indefinitely-even when earned by cooperatives not eligible for ex- 
emption. He pointed out that this is possible because income is deducted or 
excluded by the cooperative when credited to the patron’s account as a patron- 
age refund, but it is not taxable to the patron if his rights to the patronage 
refund have no fair market value. He did not think that there should be any 
disagreement with the proposition that income earned by farm cooperatives, or 
their member-patrons, should be taxed at least once, and taxed as promptly as 
Income earned by anyone else. 

Cooperatives exempt under Section 521 of the Code [Farmers Cooperatives] 
and non-exempt cooperatives are taxed generally as ordinary corporations ex- 
cept that the exempt cooperatives are allowed as deductions amounts paid as 
dividends on capital stock and amounts allocated as patronage dividends. 

Some of the panelists held that a cooperative’s net margin on transactions 
with its patrons before subtracting patronage dividends represented earnings 
by the cooperative and should be taxed as such. It was pointed out that many 
cooperatives retain the actual amounts of patronage refunds giving members 
or patrons certificates of indebtedness, or allocating credits to their accounts. 
In this connection it was stated that the Revenue Act of 1951 was intended to 
permit cooperatives to exclude from gross income net margins so allocated, 
even if not paid in cash, and to require patrons to take such allocations at 
their face amounts into accounts for tax purposes. However, it was stated that 
the Courts have held the allocations shou)d be reported only at fair market 
value, and since the patrons’ interest may be non- -transferable, non-interest 
bearing, and redeemable only in the cooperatives’ discretion, the net margins 
may have no market value. Thus, it was argued no taxes are paid by the co- 
operative or the patron and the net margins are available for reinvestment 
and expansion which gives the cooperative an unfair tax advantage. Because of 
the treatment of patronage dividends, farm cooperatives as well as non-exempt 
cooperatives largely escape taxation. It was suggested that a tax should be 
imposed on the full amount of the net margin for the year in which earned 
and that the patron should be taxed on the amount of the patronage refund 
when he receives it in cash. It was also suggested that cash refunds to patrons 
should be subject to withholding at the 20 per cent rate. 
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One of the panelists argued that farm cooperatives should not be tax exempt. 
He said that they operate only for the material benefits of their members and 
the non-farm sector of the population should not be burdened by the additional 
taxes made necessary by this exemption. Patronage dividends, he said, may be 
considered as a cooperative’s profit from capital investment citing the case of 
a cooperative owning oil wells, pipelines, and a refinery. In such a case the 
patronage dividend of this profit should not be treated as a rebate to a mem- 
ber. It was his contention that cooperatives should be taxed on income without 
regard to the amount of patronage refunds allocated to patrons. 

Another panelist would not go quite this far suggesting merely that profits 
from a return on invested capital or profits from manufacturing and processing 
should be subject to the corporate tax. 

Another panelist pointed out that cooperatives are compelled to secure their 
capital from their own patrons and members and that all cooperatives have 
legal contracts with members that patronage distributions may be in the form 
of notice of allocation. He thought that there is a constitutional question 
whether Congress can tax cooperatives’ net margins as they belong to mem- 
bers and patrons. He believed that the 1951 legislation should be implemented 
to carry out the will of Congress. He also believed that the Treasury's proposal 
that after three years patronage dividends not paid in cash be taxed at corpo- 
rate rates would be catastrophic. 

Another panelist maintained that net margins generally constitute debts 
which the cooperative owes its patrons as distinguished from income which it 
owns, and therefore, it should never be included in the cooperative's net in- 
come. He said that the contract with the cooperative should be examined in 
each case to determine how the net margin should be treated. He said most 
contracts provide that a participant may or shall accept paper in satisfaction 
of the cooperative’s debt, in which case the net margin should never be taxed. 
Furthermore, he said in such cases the debts of the participants and of the co- 
operative may be offset. Reference was made by one of the panelists to a 
study of farmers’ cooperatives made by the United States Department of Agri- 
culture which covered 1,157 cooperatives and which showed that the average 
net margins of these cooperatives amounted to $114,088 per cooperative. He 
pointed out that there are 9,793 cooperatives in the country with a total of 
$275 million dollars of net margins and that this averages out to a net margin 
of $28,000 per cooperative, which he maintained is not comparable with the 
limited study covering only 1,157 cooperatives. As a comparison he referred to 
nine cooperatives on which he was working at that time which he said 
averaged $19,750 in net margins. 

Chairman Mills asked if those cooperatives paid out their net margin and 
the panelist replied that they do “too frequently for their own good.” He com- 
mented further that over 8,000 cooperatives were not included in the Agri- 
culture Denartment’s sample, and that for them he estimated that $16,559 
would include all net margins, including dividends, tranfers to reserves, etc. 
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Another panelist said that if they had time to look at the figures on business 
income of charitable and educational organizations in 1950 when the unrelated 
business income tax was added to the Code they would find smaller income 
figures than those of the cooperatives’ net margins, and yet Congress took 
action by providing for taxing them. To emphasize the tax aspects of net 
margins one of the panelists said that of $46 million in net margins for 1957 
only $10 million was distributed as patronage dividends—less than 25 per cent. 

Chairman Mills said that he thought of net margins retained by cooperatives 
as income but that one of the panelists had referred to them as debts. He 
asked why. The panelist replied that whether it is income or debt depends on 
the contract of the particular cooperative; if there is a legally enforceable obli- 
gation to pay it to the patron, it is income to the patron when paid or ac- 
crued; that if the Board of Directors has discretion to decide whether or not 
to pay, it is not debt, and should be taxed as income to the cooperative. 
Another panelist thought this was avoiding the issue and asked whether a letter 
of advice to a shareholder of a cash credit to be made at no definite date in the 
future was enough to create taxable income. He said that he could not con- 
ceive of a debt without maturity. 

One of the committee members inquired as to whether there was any dis- 
agreement among the panelists as to distributed net margin being taxed to 
patrons and net margins not distributed being taxed to the entity at corporate 
rates, commenting that the question comes down to what is a distribution. He 
commented further that the courts had refused to consider as a distribution what 
Congress thought was a distribution, namely, merely a certificate and letter of 
allocation. He asked whether the panel would impute constructive value to the 
paper, that is, the value which the patron would have received if he had not 
taken the paper. He made the observation that it was apparent from his ques- 
tion that he was worried as to whether Congress could write into the statute 
an imputed value. One of the panelists agreed that it was very difficult, that 
putting a fictitious value on paper wouldn't make it income. 

Chairman Mills interjected a comment that his committee had been advised 
to tax patronage dividends because many were now escaping tax. One of the 
panelists said that in a case in which the cooperative is obligated to pay and 
the patron accepts paper distributions or other securities having no fair market 
value, the patron should be taxed for the full face amount of the securities, 
because he accepted paper in full discharge of the cooperative’s obligation to 
him. Mr. Mills then asked whether the farmer has actually received anything 
of a taxable value. The panelist replied that if the farmer agrees to accept 
cash, but instead takes paper he has accepted something in lieu of cash and 
should be taxed as though it were cash. Thus, the net margin would be re- 
garded as having been paid. One of the other panelists commented that this 
put the patron at a disadvantage since he had no choice but to take the paper. 
The other panelist replied that the patron did not have to enter into the agree- 
ment with the cooperative in the first place. 
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One of the committee members referred to a committee staff study which 
reported that Congress had the power under the Constitution to tax coopera- 
tives on their net margins. He asked if the panel agreed with this. The majority 
agreed with the staff study's conclusion. One of the committee members stated 
that net margin does not belong to the cooperative but to the patron, because 
the courts have said a worthless piece of paper does not constitute income so 
there is no tax. The panelist replied that someone must pay and the patron 
should when he takes a paper. He conceded, however, that legislation would 
be necessary. There was some discussion as to the amount of tax revenue which 
might be involved in this situation and one of the panelists quoted a former 
Secretary of the Treasury as saying that it would amount to $25 million. One 
of the committee members requested that each panel member furnish for the 
record his own estimate of the tax revenue. 


Tax-Exempt Organizations 

Chairman Mills made it clear at the outset that these discussions would be 
concerned with only a very few of the tax-exempt organizations. He said he 
thought it was appropriate to look into it because very frankly he admitted that 
he had devoted a lot less time and thought to the area of tax-exempt organi- 
zations than to almost any other area of the law. 

The discussions for the most part were in relation to unrelated business in 
come, exemptions granted electric utility organizations operating as govern- 
mental agencies, the exemption of organizations performing research and test- 
ing facilities, the extent to which the public interest is served, and the ques 
tion of properly defining charitable, educational, and scientific organizations. 

One of the panelists stated that there is a gap in the statute in that the un- 
related business income tax does not apply to churches. He believes this gap 
should be removed by legislation. He also made the point that research income 
should be tax exempt if it supports the public, that is, if it is made freely 
available to the public, even though the same activities may be performed by 
private business. 

Another panelist argued that the tax base is being eroded by exemptions 
granted electric utility organizations operating as governmental agencies. He 
said these exempt organizations are performing functions in competition with 
private business and their customers are not paying their share of federal taxes 
as compared with the customers of private utilities who are paying 13¢ on 
every dollar paid for electric services. He said that one-fourth of the electric 
utility business is tax exempt, and accordingly their rates for services may be 
as much as 40 per cent lower than those of taxable organizations. He believed 
that there is no doubt that Congress has the authority to tax all exempt utility 
companies, including those owned by state or local governments. 

One of the other panelists took exception to this, and said that the United 
States has no Constitutional power to tax the income of states or political sub- 
divisions, whether from governmental functions or from proprietary functions, 
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such as the operation of utilities. He said that this question is not one of ero- 
sion of the tax base, but rather extension of the tax base. 

Another panelist stated that tremendous lobbies have been built up for 
exempting organizations performing research and testing facilities which may 
be large and prosperous businesses. He did not believe that there is any justifi- 
cation for the existing exemptions for income derived from research work for 
the United States. It was his contention that research should not be set apart 
from other businesses for purposes of income taxes, unless the results of re- 
search are freely made available to the public unless the exempt organization 
can show that the information is classified. 

Another panelist pointed out that charitable, educational, and scientific 
organizations have been exempt from income tax since 1913 principally be- 
cause they are non-productive of income and hence subject to little tax. He 
said that because of the public interest in them they should be permitted to 
carry on free of governmental restraint. 

Another panelist talked about scientific research organizations. He said that 
Congress has recognized the vital importance of non-profit scientific organiza- 
tions by exempting them from tax. He pointed out that the requirements for 
scientists have increased tremendously in the last 10 years and that such 
organizations have a better status for recruiting and engaging in scientific 
research than if they were taxable. He said that exempt scientific organizations 
necessarily receive payment of fees for their services just as do exempt hos- 
pitals and schools. He went on to say that the three specifications of exemp- 
tions in Sections 512(b) (7), (8) and (9) respecting scientific research have 
confused the issue as to the tax exemption given by Section 501(c) (3) and 
the issue should be resolved by defining “scientific.” He did not believe there 
can be any valid distinction between basic and applied science for this purpose. 

One of the panelists stated that the only way the public interest could be 
satisfactorily served would be the publication of the results of research so that 
the findings would be immediately available to the public. Under other cir- 
cumstances, he said, it certainly is not in the interest of anybody except the 
sponsor who uses it for his own private gain. One of the other panelists com- 
mented that industry and scientists would not agree with this position and 
that the real question is how you benefit the public. He stated that we need 
more research done, that industry should be stimulated to conduct research at 
university centers, and that the practicable way to accomplish this is to get 
those having the money and a selfish motive to do the work without regard to 
who gets the benefits immediately. 

Chairman Mills said that one of the panelists thought that Congress should 
define the term “scientific” in the Code, and he asked what we would accom- 
plish if we did that: Would we give the taxpayer more certainty about what 
was meant? Would we tend to eliminate any abuses that might otherwise exist 
if we did not so amend the law? The panelist replied that the definitions 
would clearly indicate the limits and extent of the tax exemption and would 


4] 





TAX POLICY 


facilitate taxpayer compliance and also administration of the tax law. 

The chairman then turned to the matter of the taxation of state instrumentali- 
ties, asking whether they could constitutionally be taxed by the United States 
to which one of the panelists replied affirmatively, citing cases. He pointed 
out that this line of cases—starting as it does from the year 1905 and contin- 
uing unchanged to the present time—affords a very solid foundation for the 
proposition that the income of a business conducted by a state, a municipality, 
or any political subdivision or agency of that state, may clearly be taxed under 
the law. Chairman Mills pointed out that he knows of some municipal utilities 
whose revenues derived from the operation of that utility are for the purposes 
of defraying the cost of city government. He said that as a result of that they 
have more revenues to spend on the needs of the city or, for example, they 
may have lower property tax rates. One of the panelists replied that this in his 
judgment is confusing the source of revenue with the purpose to which it is 
devoted after it is received. 

A committee member pointed out that the panelist recommended a tax on 
states and municipalities making electric power, and inquired whether he 
would apply the same rule to New York City transit and toll bridges operated 
by state governments. The panelist stated that he was not prepared to draw a 
distinction and that he preferred to confine his arguments to electric power. 
It was pointed out that under Section 501(c) an exemption goes to corpora- 
tions organized under act of Congress only if the act specifically confers tax 
exemption; that the TVA Act has no tax exemption provision. The committee 
member pointed out that since all revenues from TVA go to the United States 
an income tax would merely require an increase in rates. If the United States 
received a 52 per cent tax it would also receive the other 48 per cent. 

A committee member inquired as to whether amortization to private power 
companies gave them an advantage which state or municipal companies did 
not enjoy. A panelist replied that if this is a subsidy all industry has been 
granted subsidies through the amortization provisions of Section 168. 

One committee member stated that since such eminent men as were on this 
panel were at loggerheads it indicated to him that Congress must still give 
much consideration to this question. 


Companies Engaged in Foreign Investments and Operations 


This panel discussed the arguments in favor of and against preferential tax 
treatment of foreign income. The panelists were generally in favor of the Boggs 
Bill (H.R. 5] providing for deferral of tax on income earned in foreign coun- 
tries. One panelist did not believe that tax incentives are the answer to foreign 
investment, as he believed that investment in underdeveloped countries can 
best be encouraged by help in the development of the basic economy. He 
questioned whether it is in the public interest to give tax subsidies for promot- 
ing investment in other industrialized countries instead of the United States. 

A committee member asked the question as to whether investments abroad 
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stimulate trade between the United States and the country where the invest- 
ments are made. Several panelists agreed that we have more exports to those 
countries where investments have been the heaviest. The committee member 
then asked if investments abroad reduce investments at home and hence reduce 
opportunities for more jobs. One of the panelists did not think so. Another 
panelist commented in this connection ‘that income from foreign investments 
exceeds funds going out in the investments. Another panelist, however, thought 
the answer to the question would depend on economic conditions generally. 
High interest rates, for example, would have an influence. 

A committee member observed that proponents and opponents of foreign 
investment make generalizations and oversimplifications. He pointed out that 
there is a tightness in investment dollars today, and thus investment of dollars 
abroad reduces opportunity for investment in the United States. 

One of the committee members wanted to know how we can protect foreign 
investments against confiscation abroad. A panelist observed that confiscation 
was one of the many risks in foreign investments. Another panelist did not 
think confiscation is a major problem. 

A committee member observed that if the Boggs Bill passes and we reduce 
taxes on foreign income we will have to raise taxes on domestic income. He 
wondered if legislation shouldn't be considered directly rather than indirectly 
through the Ways and Means Committee. One of the panelists observed that 
if revenue under the Boggs Bill is reduced, it will be offset by reduction in 
foreign aid. A panelist commented on the tax credit and stated his position 
that the limitations should be on an overall rather than on a country-by- 
country basis. 

Congressman Mills expressed the opinion that tax reform depended on reduc- 
tion of expenditures and thence a reduction of rates, but he stated that he was 
pessimistic about reducing expenditures as the record doesn’t indicate much 
hope. He said that we must do something about our rate structure, but that no 
one thought this would be done by removing all exemptions, all deductions, all 
exclusions—that would be very nearly impossible of accomplishment, even 
thought it might be desirable. He then asked if we are creating opportunities 
whereby tax savings will be used overseas rather than at home. One of the 
panelists observed that opportunities would not otherwise exist. Chairman 
Mills expressed a disagreement with the viewpoint that foreign aid was re- 
sponsible for the dollar imbalance. He then asked if deferral of tax on foreign 
income did not actually have an adverse effect on the dollar balance. One of the 
panelists replied that special treatment brings in dollar income which would 
not otherwise exist. There was some difference of opinion among the panelists 
as to the “grossing up” provisions of the Boggs Bill. Some of them expressed 
agreement with the “grossing up” amendment, and Chairman Mills agreed 
with their position on this. 
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CONCLUSION 


In concluding this summary, I do not think I can do any better than to 
quote the full text of Chairman Mills’ closing statement following the final 
panel discussion on December 18, 1959, which was as follows: 


The discussion today concludes the series of panels on the subject of revising the 
rate structure and broadening the tax base. 

During the past five weeks, the Committee on Ways and Means has heard the views 
suggestions, and recommendations of approximately 175 individuals in 4: different 
panels. This testimony has been based upon the three volumes of prepared papers 
entitled “Tax Revision Compendium” which were printed and made available to the 
public prior to the commencement of the panel discussions. These discussions will be 
printed and made available to the public as soon as possible—probably late in January 

I cannot fail to take this opportunity to again express my appreciation to each and 
every individual who took the time and effort to prepare a paper for the Committec 
and to come to Washington to participate in the panel discussions. I have been im 
pressed with the high caliber of the testimony, as well as the quality of the com 
pendium of papers supporting the testimony. This type of broad-gauge, exploratory 
discussion has been a new experiment for the Committee on Ways and Means, in that 
it is different from the usual type of hearings conducted by the Committee preliminary 
to consideration of legislation. It has given us a broad perspective as to the basic nature 
of the tax problems we must face today and in the future. I hope it also will help to 
provide a broader understanding of these issues by the public at large 

Ihe purpose of these discussions has been to explore the practical possibility of broad 
ening the tax base and lowering tax rates. Some of the suggestions appear to offer 
some practical possibilities; others do not. There must be an assessment of the various 
issues from the standpoint of their effect on fairness among taxpayers, on revenues, on 
economic growth, on economic stability, and on ability to pay. Before there can be any 
resolution of the issues raised by these panel discussions there must be a considerable 
amount of study of all the problems involved. Thus before any plan can be developed 
it will be necessary for the staffs of the Committee, the Joint Committee on Internal 
Revenue Taxation and the Treasury Department to review and analyze the various 
suggestions which have been made to us and give the Committee the benefit of their 
views as to their feasibility and practicability. Therefore, 1 am requesting the staffs to 
analyze the compendium and the record which was developed and provide the Com 
mittee such suggestions as they believe meet these standards. After the staffs have 
completed this «tudy and analysis, and before any overall general revision proposal can 
be reported by the Committee, there will, as I have said in earlier statements, be 
hearings and an opportunity for the interested public to express its views. It will not 
be possible for the staffs to complete this analysis in the remainder of this Congress 
Thus it will not be possible for the Committee on Ways and Means, itself, to give 
specific consideration in 1960 to any broad proposals of tax revision based on these 
discussions. 

It is certainly my thought that our tax rates are much too high from the standpoint 
of incentives and economic growth. I hope that as a result of these hearings and their 
analysis by the staffs we will be able to find some means for making an adjustment 
in the tax rates through revision in the tax base while at the same time keeping the 
level of revenue collections sufficient to meet essential expenditure requirements 








